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Introduction 


Capital investment in machinery, equipment and structures 
is a key element in determining the rate of growth of the 
_ economy. Investment not only adds to aggregate demand, thus 
helping to generate economic activities and create jobs in the 
short run, it also contributes to increase productivity and 
enhance competitiveness in the long run, thereby providing a 
basis for sustained, non-inflationary employment and real 
income growth. 


Since the beginning of the current recovery, the perform- 
ance of business fixed investment in Canada has been very 
disappointing, both compared with previous recoveries in 
Canada and compared to the recent experience in the United 
States. Some questions, therefore, are being raised as to why 
investment spending by Canadian businesses has been so 
weak, what the prospects are for an investment recovery and 
what can be done to help achieve a better investment perform- 
ance inthe future. 


The purposes of this paper are threefold: first, to review the 
performance of business investment in Canada over the last 
decade, with particular attention being paid to factors 
responsible for the sharp decline in business investment in 
1982 and 1983; second, to provide a brief assessment of the 
investment prospects for the remainder of the 1980s, pointing 
out the sources of strength and weakness in Canadian business 
investment; and, third, to identify some broad areas where 
actions might be considered to improve the investment 
climate. 


Very briefly, the paper can be summarized as follows. 
Looking at the behaviour of business investment during the 
recession and so far in the recovery, two factors appear to 
explain the weak performance of business investment during 
that period. First, the extreme severity of the 1982 recession, 
combined with the strong investment boom which had taken 
place in the three years preceding the recession, has left most 
Canadian companies with very large excess production 
capacities. Second, the high debt loads of the corporate sector 
in 1981, combined with high interest rates, reduced sharply 
the amount of internal funds available for investment. 


Turning to the outlook, the current recovery of business 
investment is expected to continue and it is very likely that the 
annual rate of increase of investment will exceed the overall 
rate of growth of GNP, on average, over the rest of the 
decade. On the basis of current economic policy, however, 
business investment is not forecast to be nearly as strong as in 
the period 1974 to 1981. Until existing production capacities 
are more fully utilized and financial indicators have been 
restored to more healthy levels, Canadian businesses will be 
very cautious about undertaking large capital expenditure 
projects either for expansion or for modernization of their 
equipment. Other factors which contribute to weaken business 
investment prospects are the current high level of real interest 
rates and uncertainty as to their future course and the fact 
that the world demand outlook for Canada’s resource 
industries is not very good, at least not as good as it was in 
the 1970s. 


In this environment, no quick fix by any government can be 
expected to significantly speed up the current recovery of 
business investment. Governments rather should focus their 
attention and efforts on trying to improve the business climate 
in Canada to ensure that the present recovery of investment 
will be sustained, and to provide a basis for stronger invest- 
ment performance in the long term. This can be achieved first 
by reducing government deficits in order to restore business 
and consumer confidence and to free up resources to finance 
capital investment in the private sector; second, by reducing 
government interventions in the economy to ensure that 
economic forces play a greater role in determining where and 
how investments are allocated; third, by development meas- 
ures which will help restore the financial health of the 
corporate sector, namely through an increased reliance on 
equity financing; fourth, by reviewing the current system of 
grants and tax incentives to investment to ensure that their 
levels are not so high as to negate market signals; and fifth, by 
improving the current assistance programs to small business 
to enable small Canadian enterprises to meet their full 
potential. 


By their very nature, none of these measures will have a 
significant effect in the short run in terms of generating more 


investment. These measures are not aimed at providing a 
short-term stimulus to business. Their objective is to improve 
the overall investment climate, thus providing the basis for 
stronger and better investment in the future. 


While the focus of this paper is on business investment, this 
does not imply by any means that other areas of investment, 
particularly investment in the government sector, are not 
important. Government fixed investment — schools, hospitals, 
roads and other social infrastructures — amounts to almost 
20 per cent of total non-residential fixed investment in 
Canada, and in some regions of the country this share is as 
high as 40 per cent (see Table A.9).* Although governments’ 
share of investment has declined over the past 15 years (see 
Table A.1), government investment remains an important 
economic force, both directly and indirectly through its effect 
in creating new investment opportunities in the private sector. 
It should be noted that business investment as defined in this 
paper includes investment by government business enterprises. 


Historical Review 


In examining Canada’s investment performance over the 
past 10 years it is useful to distinguish two separate periods: 
that leading up to the 1981-1982 recession and that of the 
recession and recovery. Over the period 1974-1981 aggregate 
Canadian business investment was strong, both by historical 
standards and in comparison to other industrialized countries. 
This was a period of sustained output growth, strong energy 
investment and a general investment climate more favourable 
in Canada than it was in the United States. By contrast, the 
1982-1984 period brought a sharp decline in domestic 
demand, large surpluses of productive capacity throughout the 
economy, weakening energy investment and a marked 
improvement in the investment climate in the U.S. Reflecting 
these changes, business investment weakened substantially in 
Canada in the 1982-1984 period, declining by 12.5 per cent in 
real terms during the recession, with a further similar decline 
in the first year of the recovery. 


* Statistical tables are attached as an Annex to this paper. 
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As can be seen in Chart 1, this recent performance of 
business investment in Canada stands in sharp contrast to the 
experience of our major trading partner, the United States. 
Business investment in the U.S. did not decline nearly as 
much in the recession and has expanded quite strongly since 
the beginning of the recovery. Indeed, business investment has 
provided a significant boost to the U.S. recovery, while in 
Canada the weakness in investment has acted as a drag on 
real growth. , 


The 1974-1981 Period 


In the eight years immediately preceding the recent recession, 
the share of business investment in total Canadian production 
was higher than in any similar cyclically neutral period of the 
postwar era. Indeed, between 1974 and 1981, the share of real 
output going into business investment rose from 13.6 per cent 
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to a postwar record of 16.8 per cent in 1981, and averaged 
15.0 per cent for the period as a whole. This performance 
marked a significant increase in the investment share of 
output from the preceding 13 years. Although some of our 
trading partners experienced increasing investment shares in 
this period, none of them had as large an increase as did 
Canada. For example, in the U.S. the share of total output 
going into business investment increased on average from 
12.0 per cent in 1970-1973 to 12.8 per cent in 1974-1981, 
while in Canada this share increased from 13.2 per cent to 
15 per cent. In other western industrial countries except Britain, 
business investment as a share of gross national expenditure 
(GNE) declined, particularly in Japan and West Germany 
(see Table A.2). 


As Chart 2 illustrates, the increase in the share of total 
business investment in the economy between 1974 and 1981 is 
attributable almost equally to the strength of investment in 
the energy sector and in some service industries, namely 


finance, insurance and real estate and the business and 
personal services industries. Investment shares remained 
practically unchanged in goods-producing industries, as small 
decreases in manufacturing, fishing and forest industries were 
offset by a strong increase in agriculture. Investment in 
transportation, communication, storage and non-energy 
utilities also held its share, with increases in communication 
being largely offset by a decline in other sectors. (see 

Table A.3) 


While expansion in the capital-intensive energy sector 
contributed significantly to the overall increase in the share of 
output allocated to business investment through this period, a 
number of other industries also experienced a marked increase 
in the ratio of investment activity to total output. These 
included, in particular, the finance, insurance and real estate 
sector, commercial services, agriculture, and fishing. Capital 
intensity also increased in the energy sector itself. 


The strength of energy investment, in the oil and gas 
industry in particular, significantly affected the provincial 
distribution of business investment in the 1974-1981 period 
(see Table A.4). Alberta was a particular beneficiary of the 
increased oil and gas investment, both directly and indirectly 
through related industries, and the province expanded its 
share of total Canadian business investment from 12.3 per 
cent in the 1967-1973 period, on average, to 19.1 per cent in 
the 1974-1981 period. Quebec also increased its share of 
business investment in this period, primarily as a result of 
hydro-electric expansion. Most other provinces, and Ontario 
in particular, experienced a decline in their share of total 
business investment during the 1974-1981 period. 


Another feature of Canada’s investment performance in the 
1974-1981 period was the continuation of a trend, which 
began in the mid-1950s, towards an increase in the relative 
importance of machinery and equipment as a proportion of 
total investment. Machinery and equipment represented an 
average 56 per cent of total investment in 1974-1981, 
compared to 53 per cent in the 1967-1973 period. Although 
this shift is not a negative one in terms of its impact on 


productivity, competitiveness and long-term economic growth, 
it is nevertheless a significant change in terms of short-run 
economic stabilization, because of the much higher import 
content of machinery and equipment compared to construc- 
tion investment. Relatively less stimulus is thus provided to 

~ domestic demand by a given level of total business investment 
than was the case in the past. 


Over the 1960s, non-financial corporations sourced an 
average of 22 per cent of their funding requirements through 
debt and 8 per cent through external equity, with the rest 
coming primarily from internal sources. This changed in the 
1974-1981 period during which the proportion of funds raised 
through debt increased significantly to 29 per cent, with the 
1981 proportion of 44 per cent being by far the highest for the 
past two decades. High borrowing requirements, both for 
investment in new physical assets and to finance takeover 
activities which reached a record level in 1981, greatly 
accelerated what had, up to that point, been a gradually 
increasing reliance on debt financing. As a result, corpora- 
tions entered the recession with debt/equity ratios which were 
sharply higher than they had ever been in the past. Caught in 
a highly levered position, many firms were forced to devote a 
large proportion of their cash flow to meet rising interest 
payments and in many cases were forced to cut investment 
and employment more severely than would normally have 
been dictated by the decline in their sales volumes. 


Business Investment in Recession and Recovery 


Business investment reached a peak in the fourth quarter of 
1981 and then fell by a total of 22 per cent over the following 
year and a half. This contrasts with previous post-war 
recessions, in which investment declined by an average of only 
2.4 per cent. Although business investment has recovered 
somewhat in the past year, the level of investment in the third 
quarter of 1984 was still almost 20 per cent below its peak at 
the end of 1981. 


The fall-off in business investment was severe not only by 
historical standards but also compared to other major 
industrial countries. In 1983 business investment decreased by 
12.4 per cent in Canada. The next worst performance was 
that of Italy where investment fell by 8.6 per cent, while the 
United States, Japan and West Germany all had modest 
increases in investment (see Table A.5). Investment in 
Canada for the third quarter of 1984 was 3.4 per cent above 
the same period a year earlier. In contrast, business invest- 
ment in the United States increased by 21.4 per cent over the 
same period. 


All major Canadian industrial sectors experienced a decline 
in their investment during the recession, most notably in 
manufacturing, trade and services(Table A.6). Within the 
manufacturing sector, resource-related industries have shown 
the worst performance during both the recession and the 
recovery. Investment declined the least in the energy sector. 
Indeed, energy investment increased slightly in 1982, mainly 
in hydro-electric utilities, and its decline in 1983 was less than 
that of other sectors. The strength of hydro-electric invest- 
ment during the recession is due primarily to the fact that 
hydro power projects tend to be large, with long lead times 
from initiation to completion. Once construction has begun on 
a project, it is unlikely to be terminated because of economic 
downturns. 


Factors Explaining Canada’s Recent 
Investment Performance 


In trying to understand why business investment has been 
so weak in Canada over the period 1982-1983, particularly as 
compared to the U.S., it is important to note that investment 
performance across all major industrial sectors has been worse 
in Canada than in the US. Very little of Canada’s much 
weaker investment performance can be explained by differ- 
ences in industrial structures between the two countries. 


Two factors appear to have contributed the most to 
Canada’s weak investment record since 1981: first, the 
interaction between Canada’s investment cycle and the 


severity of the recession, and second, the vulnerable financial 
position of corporations at the outset of the recession. 


(i) Investment Cycles and the Severity of the Recession 


Canada experienced a major investment boom in the three 
years preceding the recession. Business investment averaged 
16.1 per cent of real GNE in the 1979-1981 period compared 
with an average of 13.8 per cent over the previous nine years. 
This investment boom contributed to the subsequent invest- 
ment slump to the extent that business overbuilding in 1979- 
1981 created productive capacity in excess of current and 
prospective demand. Thus some weakening in business 
investment would likely have occurred even without 
a recession. 


This overbuilding problem, however, was compounded by 
the most severe recession experienced in Canada in the past 
40 years. From the peak in the second quarter of 1981 to the 
trough in the fourth quarter of 1982, real output fell by 6.6 
per cent. There was a dramatic increase in idle plant and 
equipment. The capacity utilization rate in manufacturing, as 
measured by the Bank of Canada, fell an average 18 percent- 
age points, from 87 per cent in the second quarter of 1981 to 
69 per cent in the fourth quarter of 1982. Capacity utilization 
recovered only slowly in 1983, making up only half the 
preceding loss, and has increased only slightly since. Given the 
high continuing levels of excess capacity, it is not surprising 
that business investment has been slow to recover. 


(ii) Corporate Sector Financial Position and 
the Rise in Interest Rates 


The strong investment performance by business in 1980 and 
1981, along with financing requirements for corporate 
takeovers, resulted in a weakening of the capital structure of 
corporations in Canada, particularly those which are 
Canadian-controlled. The ratio of common equity to assets for 
all Canadian-controlled non-financial firms in the private 
sector declined from 33 per cent in 1975 to 30 per cent in 
1980 and then to 28 per cent in 1981 (see Table A.7). That 
ratio for the larger public and private sector Canadian- 
controlled firms (excluding utilities) declined from about 
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36 per cent in 1975 to 31 per cent in 1981, with the largest 
declines occurring in the oil, gas and coal industries. The full 
impact of this increased leverage on the stability of the larger 
Canadian-controlled firms became clearly apparent during 
the 1982 recession and remains so today. Resource industries 
in particular continue to face high debt loads (see Chart 3) 
and soft world markets for their products. 


An added cause for concern is the fact that much of the 
new debt — and even the preferred equity — was contracted at 
floating rates. The combination of a much higher level of debt 
and high and variable interest rates led to a 37-per-cent 
increase in interest payments for Canadian non-financial 
corporations in 1980 followed by increases of 44 and 18 per 
cent in the next two years respectively. In 1980 and 1981, 
rising prices produced increased cash flows sufficient to cover 
these higher interest payments. However, as the recession cut 
into sales volumes and prices in 1982, the burden of interest 
payments became greater. At the worst point in the recession, 
36 per cent of the cash flow of non-financial corporations was 
devoted to interest payments, compared with a 17-per-cent 
average in the 1977-1980 period (Table A.8). 


The recovery of the non-financial corporate sector in terms 
of both sales and balance sheets has been incomplete. The 
consumer goods, services and regulated industries have made 
the most progress. In these sectors strong growth in output, 
high profits and large amounts of new equity issues have 
allowed many firms to repair significantly their balance 
sheets. In other sectors however, such as resources, industrial 
goods and construction industries, balance sheets remain 
fundamentally weak and firms are still highly levered. In 
these sectors, many firms could face very severe financial 
difficulties should markets for their products soften 
significantly. 


U.S. Experience 


In comparing Canada’s recent investment performance to 
that of the United States, three factors stand out as explaining 
the relatively weaker performance in Canada: (i) the U.S. did 
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not experience as strong an investment boom just prior to the 
recession, and the recession was not as severe in the U.S. as in 
Canada; (11) in the early 1980s the U.S. administration 
introduced a number of changes in the tax system which had 
the effect of raising the anticipated rate of return on private 
investment, and (ili) the overall investment climate in the 
U.S. improved relative to that in Canada. 


Although the U.S. economy did experience an investment 
boom in 1979-1981, it was only half as strong as that of the 
Canadian economy for that period. As well, during the 
recession output fell by only half as much in the U.S. as it did 
in Canada. As a result, the U.S. did not enter the recession in 
as overbuilt a state as did Canada, nor did capacity utilization 
fall to the same extent during the recession. In those circum- 
stances, it is not surprising that business investment did not 
decline as much in the U.S. as it did in Canada during the 
recession nor that it has grown more quickly since the 
beginning of the recovery. 


A second factor was the 1981 Economic Recovery Tax Act, 
which lowered the effective U.S. corporate tax rate, thus 
providing additional cash flow to businesses and increasing, at 
least temporarily, the anticipated after-tax rate of return on 
new investments. Although some of these tax reductions were 
withdrawn in 1982, there is little doubt that the ERTA 
measures have stimulated U.S. private investments. In 1982, 
federal government corporate tax revenue dropped almost 
30 per cent in the U.S., while in Canada such revenues 
remained practically unchanged. It should be noted, however, 
that despite these changes, Canadian tax rates on average 
continue to compare favourably with those in the United 
States for manufacturing and small business. Canada has also 
moved closer to the U.S. rules over the past few years by 
providing increased ability to use tax credits and deductions 
through enhanced carryovers of unused claims. 


Another very significant factor stimulating U.S. private 
investment has been the marked improvement in the overall 
business climate resulting from the deregulation of several 
industries including financial institutions, the reduction of 
government intervention in the economy and the increased 
reliance on market forces in shaping economic decisions. In 
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contrast, during the early 1980s the federal government in 
Canada was perceived to be increasingly interventionist 
through such initiatives as the National Energy Program and 
the revitalization of the Foreign Investment Review Agency. 
While it is not possible to quantify the effect of these policy 
factors on business confidence and the investment climate, it 
is likely that they account for some of the difference in 
business investment performance in the two countries. 


Business Investment Outlook 


Looking to the future, four major factors can be identified 
which will have a restraining influence on the growth of 
business investment over the next six years. First, although 
capacity utilization rates have increased steadily over the last 
two years, they remain on average below their pre-recession 
peaks. Substantial amounts of excess capacity remain in the 
construction, electrical product, machinery and equipment, 
metal fabricating, textile, tobacco product and miscellaneous 
manufacturing industries. Second, although some firms were 
able to repair the structure of their balance sheets in 1983 and 
1984, most of this was done by non-resource industries. 
Resource industries are still struggling to reduce their reliance 
on debt. As well, while non-resource industries have managed 
to restore their financial indicators to pre-recession levels, 
business managers may no longer view these as appropriate, 
particularly given their experience during the recession and 
the current inflation outlook which is significantly lower than 
it was in 1981. Third, demand for most resource products is 
expected to be weak for the remainder of the decade, an 
outlook which is not likely to encourage significant capital 
expansion in the primary sector. The growth rate of invest- 
ment in the energy sector is also expected to be weak in the 
next five years, reflecting the recent completion of major 
expansions by electrical utilities and a slower rate of frontier 
oil and gas exploration than the rapid pace of the late 1970s. 
A fourth factor influencing investment in the new few years is 
the current level of real interest rates and uncertainty 
concerning their future course. Although nominal rates have 
fallen from their peak in the third quarter of 1981, they have 
not kept pace with the decline in inflation, so that in fact real 
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interest rates have been rising during the recovery. If real 
rates can be expected to continue rising, investment decisions 
will be much different than if rates can be expected to hold 
steady or decline. Until the future course of real interest rates 
is clearer, prudent managers will be cautious in taking 
investment decisions that will expose them to fluctuations in 
real rates. 


Offsetting these four factors to a certain extent will be the 
need for businesses to invest to keep pace with technological 
advances in their industries. As the use of robotics, computer- 
aided design and manufacture, and informatics become more 
widespread internationally, Canadian firms will have to invest 
in them to remain competitive. The nature of these technolo- 
gies is such that they favour increased machinery and 
equipment investment at the expense of structures, which is 
significant in a short-term stabilization sense because 
machinery and equipment have a higher import content than 
does construction. However, these investments will have to be 
made if Canada’s productivity and competitiveness is to be 
maintained in the long run. 


These considerations would suggest that, barring any 
significant changes in economic conditions and policies, 
Canada is unlikely to experience an investment boom in the 
second half of the 1980s, at least not of the same magnitude 
as experienced between 1974 and 1981. A recent survey of 
private sector forecasters indicates an average prediction of 
3.0-per-cent real growth in private business fixed investment 
in 1985, followed by average real growth of just under 5 per 
cent per year over the 1986-1990 period. In view of the sharp 
decline in business investment spending that Canada has 
suffered since the second quarter of 1982 (almost 22 per 
cent), this projected growth, although reasonably strong by 
comparison with the overall rate of growth of the economy, 
will only be sufficient to return the investment share of real 
GNE to its long-term historical trend. It should be noted that 
these forecasters all have assumed that real interest rates will 
decline steadily, in the U.S. and elsewhere, towards more 
normal historical levels by the late 1980s. If real rates fail to 
decline, or rise further, a sharp slowdown in North American 
economic activity in the new few years is a distinct possibility. 
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Such a slowdown would have a very negative impact on 
Canadian investment prospects. 


Policy Implications 


From this review of Canada’s recent business investment 
performance, and the outlook for the remainder of the 1980s, 
certain conclusions seem clear. First, although business 
investment will likely be a source of real growth over the short 
and medium term, it will not be as strong a source of growth 
as in the period 1974 to 1981. Canadian businesses already 
possess excess capacity by historical standards, and the 
experiences of the recent recession will cause them to be 
cautious about once again adopting highly levered positions to 
finance capital spending, particularly in a period when real 
interest rates may well remain high. As well, in certain key 
sectors, particularly the primary and energy sectors, the 
outlook in view of world and domestic demand and supply 
conditions is for significantly weaker investment than in the 
boom years of 1974-1981. Furthermore, the investment that 
will occur in the next six years is likely to be increasingly 
directed toward machinery and equipment, suggesting that 
investment activity may provide less short-term stimulus to 
the domestic economy than in previous periods because of the 
high import content of such investment. 


These conclusions derive from the economic conditions the 
Canadian economy is expected to face over the next six years. 
In such an environment, it is not only doubtful that govern- 
ment intervention in the form of new tax preferences or 
subsidies could substantially increase investment from the 
supply side, but such interventions might also be economically 
inefficient, particularly in view of the current size of govern- 
ment deficits. Rather, the challenge posed to governments by 
the investment outlook is to create an environment in which 
future investment opportunities will be realized and in which 
investment spending will be channelled into the most produc- 
tive activities. The importance of creating such an environ- 
ment was emphasized by two recent surveys of domestic and 
foreign investors, conducted by the Conference Board of 


Canada and the Department of Regional Industrial Expan- 
sion, which indicated that one of the three most important 
factors in the decision to invest in Canada was the anticipated 
stability of Canadian federal government political/economic 
activities. 


The major task for governments is to create an economic 
environment in which consumers will have the confidence 
required to consume, and investors will be willing to invest in 
Canada to meet this additional demand. This environment can 
be characterized as one where the economy is perceived as 
being managed efficiently, and governments are spending 
prudently and effectively. There are a number of areas in 
which governments might act to create such an environment. 
Some of the major areas are discussed below. 


Reducing Government Deficits 


A crucial element in creating a favourable climate for 
private investment is for governments to put their own house 
in order and to reduce their deficits. As noted in the paper 
“An Agenda for Economic Renewal’, continued high deficits 
and growing debt will increasingly undermine confidence, 
push up on interest rates, and reduce prospects for growth. 
Both consumers and investors are concerned that government 
expenditures are growing too rapidly and that this will 
inevitably lead to still higher interest rates, higher inflation 
and ultimately higher taxes. In this uncertain environment, 
consumers will be cautious, preferring to save rather than 
consume, and businesses will hesitate to risk investing in long- 
term capital projects, particularly if they are not sure that 
future demand for their goods will be there. Reducing 
government deficits will increase confidence that the govern- 
ment is in control of the economy. It will also reduce pressures 
on interest rates and inflation and release private savings to 
finance capital investment by the private sector. 


A temporary increase in government debt may be tolerable 
when the purpose is to finance good capital projects such as 
public infrastructures which generate new investment 
activities. Sustained deficits in the government sector, 
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however, are most damaging to the economy’s growth 
potential when government borrowings serve to finance 
current consumption expenditure to the detriment of capital 
expenditure in the private sector. 


Freeing-up Markets 


In addition to enhancing consumer and investor confidence, 
it is the responsibility of governments to ensure that their 
actions do not distort the most efficient allocation of invest- 
ment dollars. To achieve this, government intervention must 
be reduced and market forces must be allowed to have a 
greater role in determining where and how investment 
resources should be allocated. 


As stated in the Agenda document, government has become 
too big. It intrudes too much into the market place and 
inhibits or distorts the entrepreneurial process. While some 
industries are over-regulated, others are over-protected, not 
just from imports but also from domestic competition. Some 
government programs have outlived their usefulness while 
others, seeking to promote investment, have had the perverse 
effect of distorting the economic basis for investment 
decisions. 


There are many areas where governments in Canada can 
act to remove barriers impeding the efficient operation of 
markets. One example is foreign investment. Although 
Canada has recently been a net exporter of capital, this masks 
the fact that there are steady gross inflows of capital into 
Canada in both direct and indirect forms. These capital 
inflows often bring with them new technology, management 
systems and production processes. Removal of impediments to 
foreign investment and the flow of capital into Canada will 
make these advances more available to Canadian firms and 
improve the efficiency and international competitiveness of 
Canadian industry. To this end, the federal government has 
already taken steps to remove the impediments to foreign 
investment caused by the Foreign Investment Review Agency. 
It has also indicated its intent to make changes to the 
National Energy Program that will improve the investment 
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climate. A recent survey of foreign investors, conducted by the 
Conference Board of Canada, indicated that government 
regulation and foreign investment controls were the two most 
significant deterrents to investing in Canada. 


Another area currently under consideration by the federal 
government is the regulation of financial institutions and 
capital markets. This area is important, since the flow of 
capital to its most productive end-use requires a regulatory 
environment that does not put excessive constraints on the 
nature and location of investments by financial institutions. 
This same concern extends to provincial policies, since the 
interprovincial flow of capital can be impeded to the detri- 
ment of the country by provincial incentives and regulations. 


Both federal and provincial governments can make positive 
moves towards better functioning markets by considering 
greater economic deregulation of key sectors. Transportation 
and communications are two sectors where regulatory reform 
may be appropriate, since technological change and the entry 
of new competitors have gradually changed the conditions in 
these markets from those that prevailed when the existing 
regulations were put in place. The issue of deregulation is a 
broad one, touching almost all sectors of the Canadian 
economy to some extent. However, as the economy undergoes 
technological and structural changes through time, it is 
important to ensure that the various regulatory regimes also 
evolve to reflect appropriately the competitive situations they 
are intended to address, and do not introduce distortions by 
becoming outmoded. 


An important area which would benefit greatly from 
co-operation among the provinces and the federal government 
is the harmonization of investment assistance programs. One 
obvious example is the area of support for small business, 
where the federal government and most provinces have 
adopted financing support vehicles which, to a greater or 
lesser extent, overlap or create duplication and complexity. 


Restoring the Financial Health of the Corporate Sector 


A fundamental factor determining the future performance 
of the economy is the financial health of the corporate sector. 
Taking all financial indicators together, corporations in 
Canada have regained much of the ground lost during the last 
recession. There remains some cause for concern, however. 
The capital base of Canadian-controlled corporations, 
particularly in resource industries, is still weaker than 
desirable. The high debt load of these companies leaves them 
especially vulnerable to higher interest rates or a future 
economic downturn. 


Canadian corporations are working to improve their capital 
structure through increasing equity and reducing debt. 
Although improvement has been steady, capitalization for all 
non-financial corporations is still only half-way back to pre- 
recession levels. The funds for increasing equity or reducing 
debt will come either from profits or external sources. The 
first prerequisite to enable companies to acquire these funds 1s 
an improvement in the overall performance of the economy. 
An upturn in the economy — both domestically and world 
wide — will translate into improved corporate sales. Given that 
the corporate sector as a whole has achieved significant 
efficiency gains, as shown by improved operating margins, 
higher sales will mean greater profits and, thus, increased 
internally- generated equity in the form of retained earnings. 
Improved profits will also provide funds for the repayment of 
debt and will be reflected in higher share prices, thus 
facilitating the raising of external equity. 


The corporate sector is itself, however, an engine of growth 
and, to the extent that current investment spending is 
constrained by a weak capital structure, it is not providing the 
economic stimulus it otherwise might. Additionally, a weak 
corporate capital structure is not just a short-term cyclical 
problem but also it can frustrate the attainment of the goal of 
stable long-term growth. 


To enable the corporate sector to provide the level of 
economic stimulation through investment that it should be 
capable of, governments at all levels must ensure that their 
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policies and practices do not impose barriers to the acquisition 
of equity. Implementing or removing regulations to allow for 
the efficient functioning of capital markets is one step that 
must be taken. A second is to ensure that any distortions 
which the tax system may introduce in an individual’s or a 
firm’s choice among financial instruments are justified in 
terms of economic or social policy goals. Finally, new 
measures to help improve the capitalization of corporations 
could be considered, but only in light of their impact on 
government deficits. 


Investment and the Tax System 


Both the federal and provincial governments have extensive 
expenditure programs and tax incentives to encourage 
productive investment — in the manufacturing sector, in 
exploration and development in the mining and oil and gas 
sectors, in the less developed regions, in scientific research, 
and in the vital small business sector. 


As noted in the Agenda paper, this raises a fundamental 
question that deserves more consideration than it has 
attracted to date. Does the current patchwork of special 
incentives result in a situation where tax motivations blur the 
economic basis for business decisions? In this context, the 
United Kingdom recently moved to reduce special tax 
incentives and to lower corporate tax rates. Would the 
Canadian economy be better served by fewer rather than 
more special industrial incentives and by incentives that were 
simpler and more general in application? Would such a 
system provide greater support to our goal of economic 
growth? 


It is not suggested that governments should or even could 
abandon all attempts to encourage investment directly. The 
question is one of degree and form of incentives, and the 
extent to which the existing regime favours certain types of 
investments over others. The array of government programs 
and tax incentives assisting business investment may imply an 
unduly large government administrative bureaucracy. The 
range of specific targetted tax measures can contribute to tax 
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complexity which in turn can reduce the effectiveness of the 
incentive. More important, some government initiatives can 
seriously distort economic decisions. 


One issue that arises in any attempt to reduce overlap and 
duplication is the extent to which the tax system can be used 
in place of direct grants for investment incentives. Analysis in 
this area must recognize that tax incentives and direct 
government programs have very different structures, adminis- 
tration, and effects on industry, and consequently there are 
real differences in the types of benefits that can be delivered 
by each mechanism. Grant programs tend to target relatively 
large subsidies (in terms of percentage of total costs) to 
projects after review on a case-by-case basis. The tax system 
is a good mechanism to deliver broad-based reductions in tax 
rates, or broad-based tax credits for specific types of activity. 


In the past, tax incentives have normally been useable only 
by firms in a taxable position. Programs, on the other hand, 
can be used by all firms regardless of their tax status. Recent 
tax changes have, in certain cases, allowed firms in a non- 
taxable position to obtain more immediate use of tax benefits. 
Initiatives in this direction allow benefits to be made more 
widely available to firms, rather than increasing the level of 
incentives. 


As for the total level of incentives, governments must 
consider the degree to which tax incentives and grants result 
in undue government support. It is far from clear that any 
added assistance to investment should come from increasing 
the level of tax incentives. Rather, incentive policies could be 
reviewed by governments, to ensure that the level is not so 
high that it negates market signals, and to determine the 
scope for moving to a more neutral pattern of incentives in 
which investment choices among different types of activities 
would be determined by market forces to a greater extent 
than is now the case. 


Small Business 


Small businesses, defined as firms with less than $2 million 
in sales or fewer than 20 employees, have been responsible for 
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over 90 per cent of new employment creation over the last five 
years. It is the entrepreneur who, with adequate capital, will 
bring ideas, enthusiasm and expertise together in order to 
ensure that small business will continue to be a key force in 
Canada’s economic future. 


Small business can also provide a stimulus for development 
and economic self-reliance in the slow-growth regions of the 
country by building on the skills and entrepreneurship of 
Canadians. Governments can promote a greater level of 
private sector business activity and support the creation of 
long-term viable employment opportunities by encouraging 
local community development initiatives and facilitating 
economic adjustment to build on a region’s strength. 


To enable small business to meet its full potential, there is a 
need for a stable and supportive government policy environ- 
ment. Small businesses will, of course, benefit from a general 
improvement in the business climate, both directly and 
indirectly through their links with large businesses. Govern- 
ments, however, should also work to identify and remove 
obstacles to the formation and growth of small businesses and, 
where appropriate and affordable, take steps to introduce 
positive measures to foster small business start-up and growth. 
Five key areas can be singled out for early attention: 


(i) Small Business Environment: Complex tax rules, 
difficulties in recruiting and training staff, burdensome 
regulations and the apparent “big business” orientation 
of many institutions all detract from the objective of 
fostering an environment that is conducive to small 
business formation and growth. Possible initiatives 
could involve the rationalization of federal and provin- 
cial business assistance programs as well as taxes. 


(11) Management Skills: The small business entrepreneur is 
often a person with a good idea who may not possess 
the level of management and business skills necessary 
to ensure the success of his or her enterprise. Moreover, 
because of time pressures or cost, entrepreneurs may 
not be able to upgrade their skills sufficiently. Govern- 
ments at all levels could assist in this area. Possible 
initiatives could include strengthening the existing 
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(iii) 


(iv) 


government-sponsored advisory and training services 
together with measures to encourage financial institu- 
tions and management consulting firms to continue to 
expand the availability of their technical and profes- 
sional advice to small business. 


Financing: Small businesses are more reliant on debt 
financing than are larger corporations. A number of 
factors have contributed to this undercapitalization, 
including: distortions created in the marketplace by 
government financial programs and incentives; 
limitations in the financial resources of entrepreneurs 
starting a new business venture; and the reluctance of 
small business owners to share ownership or control 
with outside equity investors. Government could 
encourage the growth and development of small 
business by promoting a greater degree of awareness 
and understanding of the options available to obtain 
financing. As well, encouraging private lenders to 
provide a broader spectrum of services tailored to the 
needs of small business may help stimulate the flow of 
equity capital to small business investments. Finally, 
governments could review their existing laws, regula- 
tions and policies to ensure that they are properly 
directed toward the support of small business 
financing. 


Marketing: Effective marketing is a key factor to the 
success of small business. However, many entre- 
preneurs do not have the human or financial resources 
to promote their existing products or services and are 
unaware of government programs designed to assist in 
the development of new market opportunities. Govern- 
ments could play a role by promoting an awareness on 
the part of small business of the benefits of effective 
marketing. Small business could be encouraged to 
enter new markets through import replacement 
programs and export development opportunities. 
Government procurement policies and sub-contracting 
arrangements with large private corporations could 
also open new markets for small business. 
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(v) Information and Services: Both governments and 
private sector institutions offer various information 
services and support programs to the entrepreneur to 
help him or her improve competitiveness and produc- 
tivity. Governments could ensure that their services are 
provided in a co-ordinated fashion and that the 
information is widely accessible. Private sector 
corporations, business and trade associations could be 
encouraged to participate actively in the exchange of 
information on government programs, technological 
advancements and business opportunities. 


Conclusion 


The period 1974-1981 witnessed an investment boom in 
Canada, the strength of which may have disguised the fact 
that policy actions by governments at both levels, federal and 
provincial, were introducing distortions in the decision-making 
process. The recession of 1981-1982 and the subsequent 
recovery period have brought some hard economic facts to 
light. Whether by tax incentives, grants or regulations, 
governments have introduced all sorts of distortions in the 
way investments are being financed and allocated among 
different production activities. As well, not enough attention 
has been paid to the very important contribution of small 
businesses to investment and the job creation process. 


The last recession has been a very painful experience to 
Canadian businesses, one they will not easily forget. With 
capacity already over-built when the economy entered the 
recession, businesses had to cope with record increases in 
interest rates. They had to cut back on their work force and 
their capital spending. Quite sensibly, businesses remain 
skeptical — they have been burned once. It will take real 
leadership, and commitment to sound economic management, 
to engender the confidence required for businesses once again 
to take a chance on Canada’s future. 


It is not good enough for one government, or level of 
government — federal or provincial — to act alone. There must 
be a firm commitment by both levels to pursue a common set 
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of goals. One of these goals must be to reduce the size of 
government in the economy, particularly but not exclusively in 
terms of the size of government deficits. It is also necessary to 
free up markets by reducing regulation and allowing the 
competitive process to operate more freely. 


Another goal which must be pursued is co-ordination of 
government actions. Too often in the past, policy initiatives of 
different levels of government have duplicated each other, or 
have been in conflict. For the recipients of government 
programs, this has resulted in complexity at best, and 
confusion at worst. 


Given the constraints and challenges likely to prevail in the 
remainder of the decade, it is particularly important that 
relatively limited business investments be allocated most 
efficiently. This can only be achieved by establishing a 
common and co-ordinated set of goals for all levels of 
government. This paper has set out some areas where joint 
efforts by federal and provincial governments can yield 
positive returns for all Canada. 
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Table A.1 


INVESTMENT SHARES OF REAL GNE 


SELECTED PERIODS 
Business Inven- 
Total non-resi- Resi- tory 
investment dential dential Government change 
(per cent) 
1948-1956 22.6 13.6 5.0 2.8 be 
1957-1966 23.8 13.6 sal 4.2 1.0 
1967-1973922.9 13.4 4.8 3:9 OR 
1974-1981 23.7 L550 4.8 371 0.7 
1982 19.7 16.0 oy) 3.0 —2.8 
1983 20.6 13.6 4.2 3.0 —0.2 


Source: Statistics Canada, National Income and Expenditure Accounts, 
Cat. 13-001. 
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Table A.2 


BUSINESS NON-RESIDENTIAL INVESTMENT AS A 
SHARE OF GROSS DOMESTIC PRODUCT, MAJOR 
INDUSTRIAL COUNTRIES, SELECTED PERIODS 


Canada‘ United United West 
States Kingdom Germany France Italy Japan 


(per cent) 
1961-1969 1323 ie 12.6 2 NPA 1238 NA, 


1970-1973 ee 12.0 12.8 13.0 14.0 12.7 18.4 
1974-1981 15:0 et shee] US ed TS PRE Yin We Des pr ev 
1982 15.3 el 9.8 De eel Sy Tel 
1953? 13.0 PRIS ess i Oo See. Last 


N.A. = Not available. 
“J = Estimated. 


() Shares differ from those in Table A.1 as investment is calculated as a share 
of gross domestic product. 


Source: OECD, National Accounts; and Statistics Canada, National Income 
and Expenditure Accounts, Cat. 13-001. 
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Table A.3 


INVESTMENT BY INDUSTRY GROUP 
AS A PERCENTAGE OF TOTAL GNE 1967-1983 
(Constant dollar estimates) 


Trans- 

porta- 

tion, 

com- 

Agricul- munica- 

ture Other tions 
fishing goods and Total 
and Manu- produc- other Other  non- 
forestry facturing ing utilities services energy 


1967-1973 1.4 Bi) i%3 2.1 Pa 10.7 
1974 1.6 Ets 1.0 2.4 aot Ley 
[975 oe 3.4 i! 2.4 a2 |e | 
1976 Le 3.0 1.4 Zel a3) Le 
1977 1.6 29 US 2e1 2.8 10.8 
1978 1.6 2.6 1.0 2.0 2.9 10.2 
1g 1.8 pag Heal Pas 3.6 Weg 
1980 1.6 Sy 1.4 OX S. 3.6 123] 
1981 E> orp 1.4 2.4 ay 12.6 
1974-1981 1.6 32 LES oD 33 Ile 
1982 3 3.0 1.4 2.1 3.4 Diez 
1983 ie ee at ihe Tl Jets 8.9 
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Table A.3 cont'd. 
Electric 
Crude power Total 
petroleum and gas business 
and natu- dis- Total invest- 
ral gas Pipelines _ tribution energy ment! 
1967-1973 0.8 0.3 2.0. Jat 13.8 
1974 0.8 0.2 2.0 3.0 14.7 
1975 0.9 0.2 2.4 33 15.6 
1976 ira 0.2 ae alee 14.7 
1977 131 0.2 2.4 Be) 14.4 
1978 le2 0.1 2-5 3.8 14.1 
1979 1.6 0.1 ae) 4.0 jy 
1980 2a] 0.2 pa 4.4 16.4 
1981 2.0 0.5 op) 4.7 L738 
1974-1981 1.4 0.2 2.3 3.8 1333 
1982 Pa 0.6 2.4 5.1 Gol 
1983 1.9 0.2 pag: 4.3 1353 


“) Investment shares differ from previous tables as estimates from this source 
are not fully consistent with national accounts investment definitions. 


Source: Statistics Canada, Fixed Capital Stocks and Flows, Cat. 13-211. 
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Table A.4 


BUSINESS INVESTMENT 


PROVINCIAL DISTRIBUTION 


Newfoundland 
Prince Edward 
Island 
Nova Scotia 
New Brunswick 
Quebec 
Ontario 
Manitoba 
Saskatchewan 
Alberta 
British 
Columbia*’? 


Total Canada 


1967-1973 1974-1981 


(per cent) 
15 


() Includes Yukon and Northwest Territories 


1982 


1983 


Source: Statistics Canada, Private and Public Investment in Canada, 


Cat. 61-206 
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Table A.5 


ANNUAL PERCENTAGE CHANGES IN 


REAL BUSINESS INVESTMENT, 


MAJOR OECD COUNTRIES 
1981 

Canada Tel, 
United States Do 

Japan 5.6 
Germany —2.8 
France —1.9 
United Kingdom — 5.6 

Italy —1.8 

* Forecast 


Source: OECD Economic Outlook December 1984 


1982 


—9.1 
—4.7 
3.6 
— 3.7 
0.7 
9.0 
—9.9 


1983 


1984* 


al 


Table A.6 


BUSINESS INVESTMENT BY INDUSTRY 
CANADA AND UNITED STATES 


CURRENT DOLLARS 
Per cent Per cent change 
distribution 
1974-1981 1981 1982 1983 
Can, WSS Cana Se Cansei aie 
Manufacturing 
Durable 
goods 8.2: 17.9 8.2) 5.0) 29.20 8-16 oe 
Non-durable 
goods 13.0 18.1 49.6 14.1 2.0% 2.0)— 264.55 
Total 21.2 36.0° 30:7 93 ~=9' 85.6 — 23.4 8 —6.8 
Mining 13.6 43 18.5 24.8 3:00 6 eee ee 


Transportation 7.1 4.7 54.9 —0.3 7.7 —0.8 —24.5 —-6.3 
Public utilities 16.6 12.7 19.2 84 15.2 9.2 —0.2 0.1 


Trade and ser- 
vices 20.1 28.8 14.7 5.6°°=9:6" 0735.4 13] 


Communica- 
tions and other «21:4 13:5 109" 1157 = — 577 = 1S 2.6 ee 


Total business 100.0100.0 11.4 8.7 -—16—-—16 —10.0 —4.4 


() Intentions. 


Source: U.S. Department of Commerce, Survey of Current Business; 


Statistics Canada, Private and Public Investment, Cat. 61-205. 
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19840) 


Can. 


26.9 


—6.4 
4.5 


Pe 
3.6 
—12.6 


8.7 


1.6 
1.8 


U.S; 


242 


12.0 
16.3 


212 
tn 
6.6 


14.0 


Lies 
13.6 


Table A.7 


PROFITABILITY AND FINANCIAL POSITION 
NON-FINANCIAL CORPORATE SECTOR 


Best 
pre-reces- Worst 
1977-1980 sion recession Quarter 2 
average level level 1984 
Operating income 
as percentage of 
sales LOZ 11.4 8.5 10.1 
Cash flow as per- 
centage of sales 7.6 8.5 4.2 6.7 
Rate of return on 
assets 14.5 18.2 6.8 11.9 
Debt/equity 
ratio 
Resource indus- 
tries) .43 39 .73 67 
Non-resource 
industries Aj .69 83 .70 
Total .60 EST. .78 69 
Interest coverage 
ratio® 
Resource indus- 
tries 9.78 11.90 2.79 4.22 
Non-resource 
industries 5.08 5.59 2.78 4.33 
Total 6.05 6.64 2.78 4.29 . 


“) Corporations with more than $10 million in assets. Debt includes all loans, 
bonds, debentures and mortgages. Equity includes deferred taxes. 


(2) Resource industries include forest products, mining, mineral fuels and 
wholesale petroleum products. 


®) Ratio of cash flow before interest and taxes to interest payments. 


Source: Statistics Canada, Industrial Corporations, Financial Statistics, 
Cat. 61-003. 
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Table A.8 


EQUITY AS A PERCENTAGE OF TOTAL ASSETS: 
NON-FINANCIAL PRIVATE SECTOR 
CORPORATIONS 


With preferred shares With preferred shares 
considered as equity considered as debt 


Canadian- Foreign- Canadian-  Foreign- 
controlled controlled controlled controlled 


1975 Sy 46 33 44 
1976 Ai] 47 34 45 
LOT oul 47 32 43 
1978 36 47 oil 44 
1979 36 47 32 4a 
1980 36 48 30 42 
1981 33 46 28 42 


Source: CALURA—Corporations, Cat. 62-210. 
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Table A.9 


PUBLIC INVESTMENT BY PROVINCE” 


Percent distribution 
by province 


Percent of 
total investment”? 


1974-81 1982 1983 1984 1974-81 1982 1983 1984 


Newfoundland 2.9 Doe IM PPA) 
Prince Edward 0.6 05 05 0.4 
Island 
Nova Scotia 35 S12 es 8 4el 
New Brunswick 3.6 Dee Eero 
Quebec 23 OM Pe (ene 8.9m 20/4 
Ontario 28.4 26.6 26.8 27.9 
Manitoba 3:1 52 on ee 
Saskatchewan 50. 43 48 4.8 
Alberta 147 27.0 23.9 19.4 
British Columbia 13.80 812.4 22.45. 12.8 
Canada 100.0 100.0 100.0 100.0 


80:9 eta 2107 
ADM sees Surg a.2 
2 eee LIAO TTS SS 
24.8 24.2 31.1 
PAYOR UM PAVE 
LG: Same boon Who 
co ee 
MI lpia aie, 
oes ARNE Pe b's) 
17 Seel3 ial 5:4 
LOO U ae tia ett oO 2 


“) Includes government departments, churches, universities, schools, hospitals 


and other institutions. 


(2) Total private and public investment excluding housing. 


Source: Statistics Canada, Private and Public Investment in Canada, 


Cat. 61-206. 
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24.7 
35.4 


29.0) 
Sih gi 
pA | 
17.8 
24.7 
17.4 
20.0 
17.6 
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